Efficiency of Islamic and conventional banks during financial crisis: Empirical evidence from Malaysia by Fatin Syazwani, Safiyuddin
  
 
 
EFFICIENCY OF ISLAMIC AND CONVENTIONAL BANKS 
DURING FINANCIAL CRISIS: EMPIRICAL EVIDENCE FROM 
MALAYSIA 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
By 
FATIN SYAZWANI BINTI SAFIYUDDIN 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Research Paper Submitted to 
Othman Yeop Abdullah Graduate School of Business 
Universiti Utara Malaysia 
in Partial Fulfillment of the Requirement for the  
Master in Islamic Finance and Banking 
  
iii 
 
PERMISSION TO USE 
 
In presenting this research paper in partial fulfillment of the requirements for a 
Post Graduate degree from Universiti Utara Malaysia, I agree that the University 
Library makes a freely available for inspection. I further agree that permission for 
copying of this project paper in any manner, in whole  or in part, for scholarly 
purposes may be granted by my supervisor or, in their absence, by the Dean of 
Othman Yeop Abdullah Graduate School of Business. It is understood that any 
copying or publication or use of this research paper or parts of it for financial gain 
shall not be allowed without my written permission. It is also understood that due 
recognition given to me and to the Universiti Utara Malaysia in any scholarly use 
which may be made of any material for my research paper.  
 
Request for permission to copy or to make other use of materials in this research 
paper, in whole or in part should be addressed to: 
 
 
 
 
 
 
 
 
 
 
Dean of Othman Yeop Abdullah Graduate School of Business 
Universiti Utara Malaysia 
06010 UUM Sintok 
Kedah Darul Aman 
 
 
 
 
 
 
  
iv 
 
ABSTRACT 
 
The global financial crisis that engulfed the world in the mid of 2007 till the end of 
2009 slightly affected the Asian countries such as Malaysia has focused attention 
on the flaws of the conventional banking system. Islamic banks seem much 
stronger to recover in financial crisis compared to conventional banks because of 
the inherent nature of Islamic banks, which prohibits the interest payments in all 
transactions. Thus, this study examines the efficiency level of Islamic and 
conventional banks during financial crisis particularly in 2007 to 2012. The 
efficiency of Islamic and conventional banks is measured utilizing Data 
Envelopment Analysis by adopting the intermediation approach. The data are 
extracted by Bankscope and Annual Report from 2007 to 2012. The samples 
consisted of Islamic and conventional banks in Malaysia. The results indicate that 
pure technical efficiency contributed more to the overall technical efficiency of 
Islamic banks. In conventional banks, the scale efficiency dominates the overall 
technical efficiency. In overall, the finding shows that Islamic banks are exhibited 
higher technical efficiency compared to the conventional banks attributed to the 
higher pure technical efficiency. Hence, the findings of this study have policy 
implications, and make a contribution to policy-making by providing empirical 
evidence on the performance of the Islamic and conventional banks and their 
efficiency level.  
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ABSTRAK 
 
Krisis kewangan global yang melanda dunia pada pertengahan tahun 2007 hingga 
akhir tahun 2009 sedikit menjejaskan negara-negara Asia seperti Malaysia telah 
menunjukkan kelemahan sistem perbankan konvensional. Bank-bank Islam 
kelihatan lebih kukuh untuk pulih dalam krisis kewangan berbanding dengan 
bank-bank konvensional kerana sifat semulajadinya yang melarang bayaran faedah 
dalam semua transaksi. Oleh itu, kajian ini meneliti tahap kecekapan bank-bank 
Islam dan konvensional semasa krisis kewangan terutamanya pada tahun 2007 
hingga 2012. Kecekapan bank-bank Islam dan konvensional diukur dengan 
menggunakan DEA dengan menggunakan pendekatan pengantaraan. Data 
diperolehi dari Bankscope dan Laporan Tahunan Bank dari tahun 2007 sehingga 
2012 . Sampel terdiri daripada bank-bank Islam dan konvensional di Malaysia. 
Keputusan menunjukkan bahawa PTE menyumbang lebih kepada kecekapan 
teknikal secara keseluruhan bank Islam. Dalam bank konvensional pula, 
kecekapan skala menguasai kecekapan teknikal secara keseluruhan. Secara 
keseluruhannya, dapatan kajian menunjukkan bahawa bank-bank Islam 
menunjukkan kecekapan teknikal yang lebih tinggi berbanding dengan bank-bank 
konvensional. Oleh itu, hasil kajian ini mempunyai implikasi dasar, dan membuat 
sumbangan kepada penggubalan dasar dengan menyediakan bukti empirikal 
mengenai prestasi bank-bank Islam dan konvensional serta tahap kecekapan 
mereka. 
 
 
Kata Kunci: Kecekapan, Krisis Kewangan, DEA 
  
vi 
 
ACKNOWLEDGEMENT 
 
In the name of Allah, the Most Gracious, the Most Merciful. 
 
I should like to express my gratitude for and deepest appreciation of the assistance and 
support provided by the following individuals and institutions towards the completion 
of my project paper. May Allah S.W.T reward the kindness of everyone that I 
mentioned below. 
 
Dr. Norazlina Abd Wahab, my supervisor,for her excellent, untiring supervision, 
patience, comments, advice, assistance, criticism and guidance. I am indebted to her 
genuine efforts, in correcting my jargon and unclear points, making valuable 
suggestions and totally helping me to produce a presentable project paper. 
 
Assoc. Prof. Dr. Abu Bakar Hamed, my advisor, for his professional and untiring 
guidance from the beginning of the study until the end of this project paper. His 
valuable comments, suggestions, academic support in finalizing this project paper are 
really appreciated. 
 
Safiyuddin Hj. Yusof and Fazillah Megat Said, my parents, who understand my 
passion, financially supports my study from the starts till the end, love and cares 
contributed to my academic success.  
 
Fakhrul Radzi, Farhan Sani, Fatin Farhana, Firdaus Saufi and Fitri Asfa, my siblings, 
whose brought me happiness, unfailing support and encouragement. 
 
Nur Farrah Ain, Mazleena, Noorul Husna, Norazira, Nor Shahida, Abdul Malik and 
Khairi Izhar also for their encouragement and moral support keeping my spirits up to 
enable me to complete this project paper.  
 
All my dearest fellow friends who never give up giving me support, information and 
assistance to settle up this project paper. Thank you very much for all and best of luck.  
 
Any individual whom I have not recognized by name but who gave their support and 
cooperation, I give my sincere thanks. 
 
Last but not least, as a Muslim and a student, I believe that this written work has been 
accomplished only by the Grace of Allah and he knows best what is true and right. All 
gratitude and praise are due to Him.  
 
 
 
Fatin Syazwani binti Safiyuddin  
Islamic Business School 
Universiti Utara Malaysia 
 
  
vii 
 
TABLE OF CONTENT 
 
TITLE ........................................................................................................................ i 
CERTIFICATION OF RESEARCH PAPER……………………………………...ii 
PERMISSION TO USE .......................................................................................... iii 
ABSTRACT ............................................................................................................ iv 
ABSTRAK ................................................................................................................ v 
ACKNOWLEDGEMENT ....................................................................................... vi 
TABLE OF CONTENT ......................................................................................... vii 
LIST OF ABBREVIATIONS .................................................................................. x 
LIST OF TABLES ................................................................................................... xi 
LIST OF FIGURE ................................................................................................. xii 
CHAPTER ONE: INTRODUCTION ................................................................... 1 
1.0 Introduction.................................................................................................... 1 
1.1 Background of the Study ............................................................................... 3 
1.2 Problem Statements ..................................................................................... 11 
1.3 Research Questions ...................................................................................... 14 
1.4 Research Objectives..................................................................................... 14 
1.5 Significance of Study ................................................................................... 15 
1.6 Scope of the Study ....................................................................................... 16 
1.7 Limitation of the Study ................................................................................ 16 
1.8 Organization of the Study ............................................................................ 16 
1.9 Conclusion ................................................................................................... 17 
CHAPTER TWO: LITERATURE REVIEW ................................................... 18 
2.0 Introduction.................................................................................................. 18 
  
viii 
 
2.1 Overview of efficiency ................................................................................ 18 
2.2 Measurement of efficiency .......................................................................... 20 
2.3 Efficiency of Islamic banks ......................................................................... 25 
2.4 Efficiency of Islamic and Conventional banks ............................................ 28 
2.5 Impacts of financial crisis ............................................................................ 32 
CHAPTER THREE: RESEARCH METHODOLOGY ................................... 40 
3.0 Introduction.................................................................................................. 40 
3.1 Research Design .......................................................................................... 41 
3.1.1 Data Collection ..................................................................................... 41 
3.1.2 Source of data ....................................................................................... 41 
3.1.3 Data Analysis ....................................................................................... 42 
3.1.3.1 Data Envelopment Analysis .......................................................... 42 
3.1.3.2 Inputs and Outputs Specification ........................................................ 49 
3.2 Independent Sample T-tests ......................................................................... 52 
3.3 Conclusion ................................................................................................... 53 
CHAPTER FOUR:EMPIRICAL RESULTS AND ANALYSIS ...................... 54 
4.0 Introduction.................................................................................................. 54 
4.1 Descriptive Statistics of Inputs and Outputs for Islamic banks ................... 54 
4.2 Descriptive Statistics of Inputs and Outputs for Conventional Banks ........ 56 
4.3 Efficiency of Islamic banks ......................................................................... 58 
4.3.1 Efficiency of Islamic banks in 2007 ..................................................... 58 
4.3.2 Efficiency of Islamic banks in 2008 ..................................................... 59 
4.3.3 Efficiency of Islamic banks in 2009 ..................................................... 60 
4.3.4 Efficiency of Islamic banks in 2010 ..................................................... 61 
4.3.5 Efficiency of Islamic banks in 2011 ..................................................... 62 
  
ix 
 
4.3.6 Efficiency of Islamic banks in 2012 ..................................................... 63 
4.4 Efficiency of Islamic banks from 2007-2012 .............................................. 64 
4.5 Efficiency of conventional banks ................................................................ 66 
4.5.1 Efficiency of conventional banks in 2007 ............................................ 66 
4.5.2 Efficiency of conventional banks in 2008 ............................................ 67 
4.5.3 Efficiency of conventional banks in 2009 ............................................ 68 
4.5.4 Efficiency of conventional banks in 2010 ............................................ 69 
4.5.5 Efficiency of conventional banks in 2011 ............................................ 70 
4.5.6 Efficiency of conventional banks in 2012 ............................................ 71 
4.6 Efficiency of Conventional banks from 2007-2012 .................................... 72 
4.7 Return to Scale for Islamic banks ................................................................ 73 
4.8 Return to scale for conventional banks ........................................................ 75 
4.9 Return to scale for Islamic and conventional banks .................................... 76 
4.10 Independent Sample T-tests ......................................................................... 78 
4.11 Conclusion ................................................................................................... 80 
CHAPTER FIVE:CONCLUSION ...................................................................... 81 
5.0 Introduction.................................................................................................. 81 
5.1 Summary of findings ................................................................................... 81 
5.2 Policy implications ...................................................................................... 82 
5.3 Limitation of the study................................................................................. 83 
REFERENCES ....................................................................................................... 85 
APPENDIX A: DATA ENVELOPMENT ANALYSIS TEST ......................... 92 
c) Efficiency of Islamic banks in 2009 ................................................................ 94 
APPENDIX B : T-TEST .................................................................................... 104 
 
  
x 
 
LIST OF ABBREVIATIONS 
 
DMU Decision making unit 
BIMB Bank Islam Malaysia Berhad 
SPI Skim Perbankan Islam 
SPTF Skim Perbankan Tanpa Faedah 
BAFIA Banking and Finance Institutions Act 
1989 
BNM Bank Negara Malaysia 
GDP Gross Domestic Product 
DEA Data Envelopment Analysis 
SFA Stochastic Frontier Analysis 
TFA Thick Frontier Analysis 
SFH Special Finance House 
MENA Middle Eastern and North African 
OIC Organizations of Islamic Conference 
VRS Variable Returns to Scale 
VAR Vector auto-regression 
CRS Constant Returns to Scale 
OTE Overall technical efficiency 
PTE Pure technical efficiency 
SE Scale efficiency 
TE Technical efficiency 
NIRS Non-increasing returns to scale 
OLS Ordinary Least Squares 
 
  
  
xi 
 
LIST OF TABLES 
 
Table 1.1: Summary of differeneces between Islamic and conventional banks ................ 6 
Table 1.2: List of Islamic Banks in Malaysia .................................................................... 8 
Table 1.3: List of Conventional Banks in Malaysia .......................................................... 9 
Table 2.1: Summary of past studies ................................................................................. 34 
Table 3.1: Summary of input and outputs used in the previous studies .......................... 51 
Table 3. 2: The outputs and inputs used in this study ...................................................... 51 
Table 4.1: Descriptive statistics of inputs and outputs for Islamic banks ....................... 56 
Table 4. 2: Descriptive Statistics of Inputs and Outputs for Conventional Banks .......... 57 
Table 4. 3: Efficiency of Islamic banks in 2007 .............................................................. 58 
Table 4. 4: Efficiency of Islamic banks in 2008 .............................................................. 59 
Table 4. 5: Efficiency of Islamic banks in 2009 .............................................................. 60 
Table 4. 6: Efficient of Islamic banks in 2010................................................................. 61 
Table 4. 7: Efficiency of Islamic banks in 2011 .............................................................. 62 
Table 4. 8: Efficiency of Islamic banks in 2012 .............................................................. 63 
Table 4. 9: Efficiency of conventional banks in 2007 ..................................................... 66 
Table 4. 10: Efficiency of conventional banks in 2008 ................................................... 67 
Table 4. 11: Efficiency of conventional banks in 2009 ................................................... 68 
Table 4. 12: Efficiency of conventional banks in 2010 ................................................... 69 
Table 4. 13: Efficiency of conventional banks in 2011 ................................................... 70 
Table 4. 14: Efficiency of conventional banks in 2012 ................................................... 71 
Table 4. 15: Returns to Scale for Islamic banks .............................................................. 74 
Table 4. 16: Returns to Scale for conventional banks ..................................................... 75 
Table 4. 17: Returns to Scale for Islamic and conventional banks .................................. 76 
Table 4. 18: Summary of Parametric and Non-Parametric Test ...................................... 79 
 
  
xii 
 
LIST OF FIGURE 
 
Figure 3. 1: DEA process................................................................................................. 46 
Figure 4. 1: DEA Result Movement 2007 to 2012 for Islamic Banks ............................ 66 
Figure 4. 2: DEA Result Movement 2007 to 2012 for Conventional Banks ................... 72 
 
 
 
  
1 
 
CHAPTER ONE 
 
INTRODUCTION 
 
 
1.0 Introduction  
 
Efficiency can be defined as the good usage of resources to maximize the production of 
the goods and services of the firms where it concerns with the relationship between the 
input resources such as labour costs, capital and equipment and the output produced 
using the inputs (Farrell, 1957). It means the organizations can use or manage their 
resources to produce goods and services very well.  
 
The efficiency issues remain a predominant focal point on the subject of economics, 
whether it pertains to firm, organization or countries. In conditions of banking sector, the 
efficiency evaluation is an essential instrument to evaluate the success of the banking 
industry. This is supported by Bashir (2001) when he stated that the rating of efficiency 
is important due the structure of economic todays is tremendous increase. As stated by 
Berger & Humphrey (1997), studies that concentrated on the efficiency of financial 
institutions have become a crucial component of banking literature over 24 years ago. 
They come out with two reasons. The first one is efficiency is the best measurement to 
evaluate a bank’s success. The second reason is, efficiency can be employed  to 
The contents of 
the thesis is for 
internal user 
only 
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f) Efficiency of Islamic banks in 2012 
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g) Efficiency of conventional banks in 2007 
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h) Efficiency of conventional banks in 2008 
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i) Efficiency of conventional banks in 2009 
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j) Efficiency of conventional banks in 2010 
 
k) Efficiency of conventional banks in 2011 
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l) Efficiency of conventional banks in 2012 
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APPENDIX B : T-TEST 
 
a) Overall technical efficiency 
i. Parametric Test 
 
Group Statistics 
 TYPES N Mean Std. Deviation Std. Error Mean 
OTE 1 65 .4391 .33802 .04193 
0 48 .1262 .12381 .01787 
 
 
Independent Samples Test 
 
Levene's Test for 
Equality of 
Variances t-test for Equality of Means 
F Sig. t df 
Sig. (2-
tailed) 
Mean 
Differenc
e 
Std. 
Error 
Differenc
e 
95% Confidence 
Interval of the 
Difference 
Lower Upper 
OT
E 
Equal variances 
assumed 
55.326 .000 6.112 111 .000 .31291 .05120 .21146 .41436 
Equal variances 
not assumed 
  6.866 
85.52
3 
.000 .31291 .04558 .22230 .40352 
 
 
ii. Non-Parametric Test 
 
Descriptive Statistics 
 N Mean Std. Deviation Minimum Maximum 
OTE 113 .3062 .30962 .01 1.00 
TYPES 113 .5752 .49651 .00 1.00 
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iii. Mann-Whitney Test 
 
Ranks 
 TYPES N Mean Rank Sum of Ranks 
OTE 0 48 36.64 1758.50 
1 65 72.04 4682.50 
Total 113   
 
 
Test Statistics
a
 
 OTE 
Mann-Whitney U 582.500 
Wilcoxon W 1758.500 
Z -5.680 
Asymp. Sig. (2-tailed) .000 
a. Grouping Variable: TYPES 
 
 
b) Pure technical efficiency 
i. Parametric Test 
 
Group Statistics 
 TYPES N Mean Std. Deviation Std. Error Mean 
PTE 1 65 .6157 .29646 .03677 
0 48 .1762 .18507 .02671 
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ii. Non-Parametric Test 
Descriptive Statistics 
 N Mean Std. Deviation Minimum Maximum 
PTE 113 .4290 .33498 .05 1.00 
TYPES 113 .5752 .49651 .00 1.00 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Independent Samples Test 
 
 
Levene's Test for 
Equality of 
Variances t-test for Equality of Means 
F Sig. t df 
Sig. (2-
tailed) 
Mean 
Differe
nce 
Std. 
Error 
Differe
nce 
95% Confidence Interval of 
the Difference 
Lower Upper 
PTE Equal 
variances 
assumed 
24.54
1 
.000 
9.04
6 
111 .000 .43951 .04859 .34323 .53578 
Equal 
variances not 
assumed 
  
9.67
0 
108.
302 
.000 .43951 .04545 .34942 .52959 
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iii. Mann-Whitney Test 
 
Ranks 
 TYPES N Mean Rank Sum of Ranks 
PTE 0 48 30.47 1462.50 
1 65 76.59 4978.50 
Total 113   
 
 
Test Statistics
a
 
 PTE 
Mann-Whitney U 286.500 
Wilcoxon W 1462.500 
Z -7.410 
Asymp. Sig. (2-tailed) .000 
a. Grouping Variable: TYPES 
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c) Scale efficiency 
i. Parametric Test 
Group Statistics 
 TYPES N Mean Std. Deviation Std. Error Mean 
SE 1 65 .6426 .29660 .03679 
0 48 .7716 .20115 .02903 
 
Independent Samples Test 
 
Levene's Test for 
Equality of 
Variances t-test for Equality of Means 
F Sig. t df 
Sig. (2-
tailed) 
Mean 
Differenc
e 
Std. 
Error 
Differenc
e 
95% Confidence 
Interval of the 
Difference 
Lower Upper 
S
E 
Equal variances 
assumed 
18.725 .000 
-
2.603 
111 .010 -.12906 .04957 -.22729 -.03083 
Equal variances 
not assumed 
  
-
2.754 
110.2
90 
.007 -.12906 .04687 -.22193 -.03619 
 
ii. Non-parametric Test 
Descriptive Statistics 
 N Mean Std. Deviation Minimum Maximum 
SE 113 .6974 .26712 .09 1.00 
TYPES 113 .5752 .49651 .00 1.00 
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iii. Mann-Whitney Test 
iv. Ranks 
 TYPES N Mean Rank Sum of Ranks 
SE 0 48 63.22 3034.50 
1 65 52.41 3406.50 
Total 113   
  
 
Test Statistics
a
 
 SE 
Mann-Whitney U 1261.500 
Wilcoxon W 3406.500 
Z -1.734 
Asymp. Sig. (2-tailed) .083 
a. Grouping Variable: TYPES 
 
 
